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M. Chairman and Menbers of the Subcommttee, thank you for
this opportunity to present the views of the Ofice of

| nspector General (A G on the problens facing the
Department of Housi ng and W ban Devel oprent’' s (HUD)
assisted/insured multifamly housing portfolio.

At the very core of HUD s creation and continuing mssion is
providing for decent, safe, and affordabl e housing for
Anerican famlies. Since the Congress created the Federa
Housi ng Adm nistration (FHA) in 1934, HID and its
predecessor organi zati ons have adm ni stered a variety of
Federal prograns that have increased the supply and
affordability of housing for mllions of famlies. However,
faced with shrinking resources and an increasi ng denand,
Congress and HUD nust find better ways to provi de decent and
af f ordabl e housing for low incone famlies in need.

Many insured and assi sted housi ng projects placed in service
during the 1970's and 1980's for low incone famlies are now
staring at physical decline or have proven to be far too
expensive. As | have testified before Congress on three
occasions dating back as early as June 1994, pronpt and
sweepi ng action nust be taken to deal with the Section 8
rental assistance contracts affecting these projects.

In ny testinony this nmorning, | wll provide QGs

per spective on programdesign flans and HUD nanagenent
deficiencies associated wth the assisted/insured portfolio.
As | will present later, these problens bring with them
serious consequences for the tenants, their nei ghborhoods,
and the Federal budget.



THE PORTFQOLI O PROPOSED FOR REENG NEERI NG

As one of the Nation's ol dest and | argest financi al
institutions, FHA insures nortgage | oans for about 15, 800
multifamly rental properties with 2 mllion rental units
whi ch have an unpai d princi pal bal ance of about $47 billion.
FHA i nsurance protects private |l enders froml osses resulting
from borrower defaults on the nortgages for these
properties. Wien a borrower defaults, the | ender assigns
the nortgage to HUD and receives an insurance cl ai m paynent
fromHJUD for the unpaid nortgage anount. About 75% of FHA
insured projects receive some formof direct subsidy from
HUD in addition to nortgage insurance, including interest
rate subsidies and/or Section 8 rental assistance. The
proj ect -based Section 8 subsidy is covered by contracts

bet ween HUD and the project owners. The owners agree to
house | ower incone tenants in exchange for rent subsidies
for specific units.

HUD s reengi neering proposal applies to 8,636 properties

t hat have both FHA nortgage i nsurance and receive Section 8
rental subsidies for sonme or all of their units. The
Section 8 subsidy contracts for this portfolio wll expire
bet ween 1996 and the year 2010. These properties have
unpai d princi pal bal ances totaling al nost $18 billion and
contai n about 859,000 units. Renewal of these contracts is
expected to cost HUD approxinmately $42 billion in outl ays
during the next 7 years, and likely over $200 billion during
the next 25 years. HUD reports that about 45 percent of
this portfolio consists of older assisted projects with an
unpai d princi pal bal ance of about $5 billion while the

bal ance of the portfolio to be reengi neered consists of
newer assisted projects with an unpaid principal bal ance of
$13 mllion.

A der assisted properties include those using Section 236

or Section 221 (D)(3) interest rate subsidies intended to
subsi dize rents for lowincone famlies. Many of these

proj ects have a serious backl og of needed repairs affecting
tenants and project viability. Over the years, the need for
addi tional revenues in these projects was satisfied with
Section 8 project based assi stance.

Newer assisted properties include nostly projects insured
under Section 221(D)(4) that receive Section 8 assistance on
nost or all units. Because Section 8 assistance for these



projects is rather generous, nost of these properties are in
better condition both physically and financially when
conpared to the ol der assisted properti es.

PROBLEMS AND CAUSES OF A TROUBLED PORTFQLI O

The insured Section 8 portfolio suffers fromseveral serious
probl ens, including a declining physical condition,
expensi ve rental subsidies provided by the Federal
Governnent, and a significant financial risk to FHA from
nortgage i nsurance clains. W believe these problens are
the result of two basic problens: first, the flawed design
of the project based Section 8 program and secondly,
managenent weaknesses w thin HJD.

FLAWED PROGRAM DESI GN

The coupling of nortgage insurance and Section 8 project
based rental assistance is flawed in its design and
inherently risky. Insured Section 8 projects are not
subject to the systemof market disciplines and incentives
that pronote efficient and effective operation of rental
housi ng.

Under FHA' s insurance program the Federal Covernnent
assunes alnost all financial risk in the event of a default.
Mil tifam |y nortgage insurance prograns require only a
mninmal equity investnent (10% for profit notivated owners
whi ch usual |y consists of noncash itens such as fees and
profit allowances earned during construction of the project.
In the case of prograns for refinancing existing projects,
owners are allowed to withdraw their invested equity as part
of the new nortgage proceeds.

Al so, HUD insured nortgages are non-recourse, neaning that

i ndi vi dual owners are not personally liable for the
nortgages in the event of default. So, with mninmal upfront
investnent or risk and HUID often willing to protect its
investnent in the property with nore subsidies, owers often
have little to gain by keeping down costs and protecting the
interest of tenants. The overall insurance claimrate to
FHA for the Section 236 programfrominception is about 20%
while the claimrate for the Section 221 (d)(3) programis
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about 40% si nce i ncepti on.

Proj ect based rental assistance becones the primary source
for neeting the growing financial needs of the projects.

A di sturbing nunber of projects are experiencing
deterioration and neglect by their owners. A recent study
performed by HUD reports that the insured Section 8
portfoliois in need of $3.7 billion in deferred

mai nt enance. Oaners often do not have built-in incentives
to nmaintain properties because of a lack of equity

i nvestment and/ or depleted tax benefits. |If the rents are
set too low, the project deteriorates and the tenants suffer
and HUD risks paying an insurance claim |[If the rents are
set too high, the excessive subsidies pay for the w ndfal
profits of the owners and deprive other needy famlies from
recei vi ng assi stance.

Over one half of the projects in this portfolio have rents
bei ng subsi di zed at | evels 120% or nore above | ocal narket

| evel s. For the newer assisted projects, these rents wll
continue to escalate with autonatic increases every year
regardl ess of need. As operating and repair costs rise on
ol der assisted projects, so do Section 8 costs because of
the need for additional subsidized units or higher Section 8
rents to pay for the added costs.

Unli ke tenants paying narket rents, subsidized famlies
living in units receiving project based assistance are
forced to remain in their units, regardl ess of the quality
of the housing, because they cannot afford to relocate to

ot her avail abl e housing which is not subsidized. Famlies
becone trapped if they are to continue to receive assistance
and are dependent upon HUD s ability to ensure the quality
of the housi ng.

Program desi gn al so i npedes enforcenent actions for

subst andard perfornmance or deliberate nonconpliance wth
HJUD s programrequi renents. Enforcenent actions often have
col lateral effects upon the tenants and Federal spending as
HUD attenpts to enploy corrective actions. Typically HID s
hands are tied because effective enforcenent actions trigger
other events that are not in HUD s interest, such as:

* If HUD declares a default of an insured nortgage,
this results in acceleration of the debt by the
nort gagee, the paynent of a claimfromthe FHA
i nsurance fund, and a | engthy and expensi ve
di sposi tion process.



*x If HUD defaults a Section 8 contract, this results
in a recapture and rescission of the contract
authority. However, the subsidized tenants are
then |l eft w thout affordable housing.

* |f HUD abates the Section 8 paynents on a
significant nunber of units in an insured project,
t he cash fl ow decreases, the owner cannot pay the
nortgage or repair the units, the residents
continue to live in unacceptabl e housing and HUD
pays a claimfromthe insurance fund

* If HUD decides, as a |last resort, to
forecl ose on a project because the owner
refuses to take needed corrective actions,
t he owner quickly hides behi nd Bankruptcy
Act protections to delay HUD action, and
thus costing HUD nore as the project
continues to deteriorate. Wen HJD
does eventual |y forecl ose, acquire and then
sell the property, yet nore Section 8 is
pl aced on the property. Al this while
tenants continue to live in substandard
housi ng.

Anot her major problemin HID s nultifamly insured housing
prograns is the issue of equity skimmng. Equity skimm ng
plays a significant part in the realization of |osses to the
FHA i nsurance funds. Equity skimmng is the willful msuse
of any part of the rents, assets, income or other funds
derived fromthe insured property.

Apart fromthe fairly obvious financial |osses that HJUD

i ncurs when owners collect rents but do not pay the
nortgage, equity skimmng general ly has other insidious
inplications. Mst notably, living conditions deteriorate
for the tenants as funds intended to naintain, replace or
repair living units are diverted for the personal use of
owner s.

The reasons sonme owners violate HUD requirenments and divert
project funds are multi-faceted. The reasons range from
sinple greed to nore conpl ex i ssues associated with the tax
|aws. The bottomline remai ns, however, that when an owner
chooses to msuse project funds, it is alnost always with
the idea of personal enrichnment and with little worry that

i f and when caught, any neani ngful consequences w |l be
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pai d.

Ohce an owner gets into the "nothing to | ose"” position with
a project, HUD nust be able to pronptly identify project
abuse and take the steps needed to mnimze the inpact on
the tenants and the insurance funds. HUD has not been able
to respond in this manner. HJUD Field Ofices do not have
the resources and systens to adequately assess troubl ed
projects and take effective loss mtigation actions.

In effect, the majority of risk involved in these projects
is taken by the tenants and the taxpayers. Tenants are
seem ngly trapped when project conditions deteriorate
because their subsidies are tied to the units they occupy
and tenants have rarely been able to obtain corrective
actions by the owners. Taxpayers are often asked to pay for
deteriorated units with excessive subsidies and to fund

| osses when insurance clains are paid.

As part of Qperation Safe Hone, the O G has initiated an
aggressive proactive effort to pursue affirmative litigation
agai nst owners of multifamly housing projects whose owers
m suse project operating funds. The goal of Cperation Safe
Honme is to stop najor abuses in HUID prograns that result in
unacceptable living conditions for the mllions of needy
peopl e who | ook to HUD for help. A primary objective of the
Equi ty Skimm ng aspect of (peration Safe Hone is to create
an enforcenent programthat provides an effective deterrent
and recovery nechanismfor the msuse of inconme and assets
at projects having HUD insured or Secretary-held nortgages.
This effort is producing results. In the first 2 years, 10
crimnal convictions and over $37 mllion in judgments,
settlenents, and fines involving project owlers and nmanagers
have taken place. Another 105 cases are in process

i nvol ving over $105 nillion in msused project funds.
However, much nore still needs to be done in program

enf or cenent .

HUD WEAKNESSES

Serious problens wth FHA nanagenent and practi ces have been
t he subject of studies, task forces and hearings for the

| ast 20 years. As reported over and over by O G GAO and
others, HUD s resources for the servicing of the insured
multifamly portfolio are seriously deficient. HJUD |acks
the capacity to manage and nonitor its portfolio of insured
and assisted multifamly properties.



In fact, since 1987, HUD has been reporting the area of
multifamly |l oan servicing as a "nmaterial weakness" pursuant
to the Federal Manager's Financial Integrity Act. Qur

sem annual reports to the Congress and our financi al
statenent audits of FHA have consistently poi nted out
system c weaknesses that inpact HUD s ability to nanage and
monitor multifamly prograns, nanely, inadequate staff
resources and data systens, and weak nanagenent controls.

To the credit of HUD nanagers and staff, a new y desi gned
asset managenent strategy for the multifamly insured
portfolio is in place for 1996 that should inprove their
capabilities for mtigating | osses and reducing the

i nci dents of substandard housi ng. However, when dealing
with the programflaws inherent to the project based

assi stance prograns, such strategies are severely chal |l enged
in making a significant difference overall.

Staffing Resources

HUD currently | acks needed staff resources to adequately
service the | oans and Section 8 contracts in a manner that
adequately protects the interest of the tenants and the
Federal governnent. The staffing problens at HUD wil |
likely worsen with the projected decrease in staffing in the
Agency expected during the next few years. The skill |evel
of the HUD staff generally does not enable themto
effectively identify and assess physically troubl ed
projects, and ensure corrective or enforcement action is

t aken.

For exanple, Field Ofice physical property inspections,
financial statenment reviews, and on-site nanagenent reviews
have not been perforned in a nmanner that consistently
identifies problens. In addition, followup with property
owners and their managenent agents is not sufficient to
ensure that problens identified through HID s nonitoring are
being addressed in a tinely and acceptabl e manner. This
often contributes to insurance clains, unacceptabl e housi ng
condi tions, and excessive and wasteful subsidies.

In April 1993, we issued a multi-region audit report
covering HUID s servicing of insured/assisted multifamly
housing projects. As part of our review, we inspected 28
troubled multifamly housing projects under the jurisdiction
of six HD Field Ofices and determned that the physica
condition of 23, or 82 percent, was unsatisfactory or bel ow
average. O the 28 projects inspected, we determ ned that
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20 had inadequate preventati ve nmai ntenance prograns. Qur
tests al so showed that HUD staff had not perforned any
recent Housing Quality Standards (HQS) inspections for 17
(61 percent) of the 28 projects we inspected.

The audit al so disclosed that HUD-insured multifamly
projects remai ned i n poor physical condition for extended
periods of tine and that units receiving Section 8

assi stance often failed to neet HUD s housi ng standar ds.
Wth respect to the latter, we inspected 314 Section 8
assisted units and determned that 216, or nearly 69
percent, failed to neet HUD s housi ng st andards.

VW reviewed the staffing level at the 6 HID field offices
included in the audit, and found that the workloads of the
| oan servicers widely varied froman average of 105 projects
per servicer in Detroit to 28 per servicer in Kansas Gty.
The average for the 6 offices was 57 projects per servicer.
In addition to their |oan servicing duties these staff had
al so been assigned additional duties to admni ster newer
prograns such as the Preservation Prograns (Titles Il and
VI), nonitoring State Housing Finance Agencies, along with
other functions transferred to the field fromHeadquarters
such as forecl osures, review of proposed project sales, and
wor kout agr eenents.

Anot her factor hanpering performance was the skill |evel of
the loan servicing staff. Mnagers and staff nust maintain
a level of conpetence that allows themto acconplish their
assigned duties. Managers in three of the six offices
included in our audit reported that their staffs were not
adequately trained to performtheir jobs. W also |earned
that 4 of the 6 offices did not have any financial analysts
on their staffs. Mch has been done by HUD in the | ast few
years to design and conduct training for |oan servicers.
However, budget constraints on HID will continue to inpact
this area.

The high project to servicer ratio, the added
responsibilities, and | ack of training hanpers the
servicers' ability to prevent or renedy problens. 1In the
search for yet new product |ines and | arger narket shares,
FHA staff can expect to be further burdened with new | oans
to service and new prograns to learn. For exanple, the
Secretary has decided to nmake health care facility
financi ng, including nortgage insurance for hospitals,
nursi ng homes and comunity health centers an inportant
conponent in his recent plans to transform HJD. These and
ot her prograns distract HUD frominproving the delivery of
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its core prograns for providing decent, safe and sanitary
housi ng for | owincone persons.

Anot her denonstration of the scope of HID s staffing
shortages in this regard was contained in a 1993 Price
Wat er house audit report on FHA. That report pointed out the
wi de disparity between staffing |levels at HUD and at ot her
entities involved in multifamly housing | ending. Wereas
state housi ng finance agencies have staff/loan ratios of 1
to 20 and private institutions of 1 to 15 each HUID staff
person has an average workl oad of 50 loans. Price
Wt er house went on to point out that HUD | oans are typically
much riskier, nore troubled and thus nore staff intensive,
nmaki ng the noted disparity even greater

Managenent Control s

Managenent controls in the formof supervision and

per f or mance neasurenments have not been effective in ensuring
that the mssion and objectives of HUD s | oan servicing
function are being properly carried out.

The use of perfornmance nmeasurenents is relevant to the
admnistration of HID s nultifamly nortgage i nsurance
prograns for determning whether what is being done is
making a difference. Qur audit of |oan servicing activities
in 1993 disclosed that 5 of the 6 offices examned did not
nmeasure the performance of | oan servicing qualitatively.

HUD s neasures used for evaluating performance in its
multifamly prograns focused on such activities as the
amounts of funds expended, units subsidized, on-site reviews
perfornmed, managenent reviews conpl eted and physi cal

i nspections performed during the year. A though 5 of the 6
of fi ces achi eved the goals established for themduring the
year, their success in correcting project deficiencies was
dismal. These offices could not identify for us those

proj ects having substandard |iving conditions, the | ength of
tinme projects remained in disrepair, or the anmount of
insurance clains paid for the last 3 years or even the
current year.

Wi le recent QG surveys of the Ofice of Housing' s

per f or mance neasur enent and resource nmanagenent found an

i nprovenent in the reporting of sonme programinput and

out put measures, there is a continuing need for outcomne
measures and the use of performance neasures in day-to-day



program and resource nmanagenent. The annual Housi ng
Managenent Plan is the primary means of setting priorities
and nonitoring acconplishnments. Field operating units set
their own goals, and headquarters does not reviewthe
reasonabl eness of the goals relative to avail abl e resource

| evel s and the vol une and conplexity of workload. Essenti al
functions are still inadequately performed in many offices,
such as reviews of subsidy paynent requests, and follow up
and enforcenent action on the results of contracted project
nmonitoring activity.

In our audit of HUD s |oan servicing activities, we also
found that nmost financial reviews and on-site nanagemnent
reviews that we examned had no evi dence of any supervi sor
review to ensure these assignnents were properly perfornmnmed
by the staff. Supervisors attributed their |ack of
oversight to a lack of tinme and no established system
requiring supervisory review.

Dat a Syst ens

The inpact of staffing shortages coul d be of fset sonmewhat

t hrough economes relating to the use of automated dat a.
However, HUD does not have effective and integrated

aut onat ed data systens that can be relied upon to provide
relevant, tinely, accurate, and conplete information.

Fi nanci al perfornmance data on projects, while inproving,
continues to be inadequate. Data systens do not provide
information wusable for the early detection of troubled
projects, and assessing and resolving project difficulties.
Nurrer ous past attenpts to devel op a useful system have not
been successful. Managenent nust establish accountability
and responsibility for project nmanagenent, techni cal
support, data quality, docunentation, and training.

| nadequat e data systens has contributed to fraud, waste and
m snmanagenent in nmany of HUD s prograns, including the
Section 8-assisted multifam |y housing prograns.

QUL DI NG PRI NCI PLES FOR ACTI ON

As can be seen very plainly fromthe many years of probl ens
t hat have plagued insured Section 8 projects, drastic
changes are needed in the way HJUD provi des housi ng

assi stance to lowincome famlies. The expiring Section 8
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contracts for these projects and the sizable inpact that
renewal s will have upon the Budget have brought these
problens to the forefront. W comrend HUD for recogni zi ng
this problemand for their work in trying to develop a
solution during the last 2 years.

Even as the budget crisis comes upon us, however, real
progress toward achi eving an agreed upon sol uti on appears
exceedingly slow. There seens to be agreenent that this
systemof assisted/insured nultifamly housing is costing
too nmuch. But there is concern that noving away fromthe
current systemw ||l nean losing this stock of "affordable
housi ng"; place tenants -- many of themelderly -- in the
position of fending for thenselves with tenant-based
certificates and vouchers; and force owners to pay
substantial anmounts of capital gains taxes. There is also
significant anxi ety about what the costs would actually be.
This is turn relates to HUID s | ack of good data on a project
| evel ; HUD s managenent i nadequaci es; HUD s under st andi ng of
private sector notivations and probable reactions to
portfolio reengineering; and HUD s ability to work with
third parties as partners in portfolio restructuring.

If the AGhad a silver bullet policy solution, | would
offer it now W don't, of course; but we do offer the
fol l owi ng consi derations, which we believe are essential to
devi sing the appropriate policy.

Expiring Section 8 contracts provide an opportunity to

i npl ement new housi ng assi stance policy that fits within the
total welfare reformdebate. CQurrently, HJUD rental housing
assi stance benefits only one-third of the househol ds in need
inthis country despite the billions a dollars expended each
year. And HUD reports the nunber of househol ds spendi ng
over 50%of their incones for housing continues to rise each
year. Wth the reduction of Federal funds avail able for

wel fare prograns, the future | ooks bl eak for those many in
need. Transitioning fromFederal assistance prograns to

sel f-sufficiency must be ingrained in to our housing

assi stance prograns if there is to be any chance of having
enough resources to benefit all the famlies who deserve
hel p.

As discussed earlier, many of the project in the portfolio
have rents in excess of the market and are in need of a
great deal of rehabilitation. dearly this is not a stock
of affordabl e housi ng when the rents are neither affordable
to private renters or the Federal governnent. Were housing
is available at market rates, the need to preserve the
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housi ng as project based assi stance should be cl osely
exam ned before commtting additional Federal support.

During the last two years, the debate over the useful ness of
vouchers has continued w thout resolution. HJUD reports
that, in large part, tenant based assi stance provides a good
mechani smfor neeting the housing needs of |ow incone
famlies. Yet, too often, there are exanples of famlies

t hat have found vouchers to be unusable. Sone cases woul d
indicate this formof subsidy does not provide the | evel of
assi stance needed to nake avail abl e housi ng af f ordabl e,
while others find landlords reluctant to accept vouchers
because of the additional costs or burdens placed upon them
by the Federal governnent when conpared to renting to
unsubsi di zed tenants. These probl ens need to be addressed.

The conbi nati on of nortgage i nsurance and housi ng

subsi di es | eads to unbusi nessli ke stewardshi p and

addi tional subsidies. Congress and HUD nust devel op
prograns that take full advantage of market forces to ensure
the quality and cost of housing is reasonable. W nust
under st and what brought us to this point and what factors
are likely to influence the future of the portfolio.
Keepi ng proj ect based assistance prograns in place while
only reducing Section 8 paynents by restructuring nortgages
wll not fix the problem Rather this is just a shuffling
of the cost of the programfromone appropriation to
another. Mich nore needs to be done.

HUD s difficulties in designing a proposal to deal with the
expiring Section 8 contracts and in estimating the costs of
its restructuring proposal are indicative of the

i nadequaci es of its data systens and | ack of infornmation on
rental markets and the condition of projects inits
portfolio. However, HUID s recently conpl eted study on a
sanpl e of the portfolio to be reengi neered has been a
significant step forward in arriving at answers to the nmany
qguestions about reengineering the portfolio.

HUD s ability to service its multifamly portfolio has been
totally i nadequate over the years, as discussed earlier

Thus, there is the questi on whether HUD has the capacity to
i npl enent and carry out a rmuch nore hi gher conpl ex endeavor
as portfolio reengineering in an effective and tinely
manner. HJUD s capacity will beconme even nore strained with
expected staff reductions due to budget cuts and HJUD s
propensity for devel opi ng new markets and product |ines for
FHA.  Qur Ofice has not conducted any in depth anal ysis of
t he nunbers and types of personnel that would be required to
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effectively carry out the proposed restructuring. However,
several successful nortgage sales by HUD offer some hope
that FHA coul d conplete portfolio engineering if it was
patterned after the sales program The use of contractors,
consultants, and third parties will likely play an inportant
role in the plan to reengineer the portfolio. Oversight of
those participating in the process outside the governnent
will require our full attention.
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